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Abstract 
This study estimates the effect of capital adequacy on bank earnings and profitability in Nigeria. 
Panel data are provided for a sample of 10 strong banks and 10 weak banks in the period 2000-
2003 with the strong banks selected on the basis of the first 20 companies listed with the highest 
market capitalization. With the aid of a Least Square Dummy Variable (LSDV) model, the study 
found that bank earnings is invariants to factors such as bank assets and bank size but highly 
driven by liquidity and capital adequacy. The fixed effect model showed the distinction betvveen 
strong and weak bank does not hold as differential intercept dummy shows that the effect of 
capital adequacy on bank performance is stronger for weak banks than for strong banks. The 
study concludes that consolidation exercise that reinforced the capital base of the banks from a 
minimum capital base of N2 billion to N25 billion was a step in the right direction and suggest 
that the need for effective regulatory framework in the management liquidity and bank capital to 
shore-up bank performance in Nigeria. 
Keywords: Capital, Capital Adequacy and Bank Performance. 
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1. INTRODUCTION 
Capital plays an impo11ant role in enhancing banks' performance. Customers are more concerned 
with the sufficiency of banks' capital for the safety of their deposits. Capital adequacy which is 
determined by capital- asset ratio is a requisite for banks ' effective operation which is a function 
of the deposits and capital funds. Banks as financial intermediaries obtain their capital through 
owners' funds, reserves and share capital. The profit earning capacity of banks depends on the 
prudent combination of assets and liabilities to meet the liquidity and solvency requirements 
imposed by the environment including the monetary and banking policies (Berger, 1995; Longe. 
2005; Nnanna, 2005). To ensure availability of funds at any point in time for banks to undertake 
statutory intermediation requirements there must be in place a well functioning regulatory 
framework. This helps to reduce the likelihood of banks becoming insolvent (Yudistira, 2003; 
Brash, 200 I; Naceur, and Kandil, 2008). 
In Nigeria, the Central Bank (CB) as an apex bank has the statutory obligation to regulate banks' 
capitalization as a way of mitigating their solvency problems which may destabilize domestic and 
international financial system (Bernauer and Koubi, 2002; Brash, 200 I). Com pi iance with this 
statutory requirement has resulted in the adoption of different strategies in the banking industry 
such as, merger and acquisition and banks shopping for investible funds through the capital 
market. This exercise according to Soludo, 2005, will protect banks customers' deposits and 
confer confidence on them in dealing with banks. In furtherance of his assertion, Soludo (2005: 1) 
explained that "the need for recapitalization arises fl·om the fact that banks have not played their 
expected role in the development of the economy because cif their weak capital base and as such, 
the decision to increase the capital base of banks with the aim of strengthening and consolidating 
the banking system". 
The need for the banks ' reform arises from the fact that banks play important role in any nation' s 
economic growth and development. However, the banks in Nigeria have not made much 
difference as long as economic development and growth is concerned. For instance, 
governments ' efforts and control in ensuring that banks are more involved in financing the real 
sectors of the economy (through monetary guideline on their lending policy) has not yielded 
much result rather systemic distress has continued to frustrate the banking system. The number 
of distressed banks has been on the increase since 1991 irrespective of the capital base of these 
banks which was fixed at N600,000 and N2million for indigenous commercial and merchant 
banks respectively (Uremandu, 2000). The report of Nigeria Deposit Insurance Corporation 
(ND1C) and CBN showed that in 1991, only 8 banks were distressed, but thi s figure drastically 
increased from 16 in 1992, to 33 in 1993 and further to 60 in 1995 (Uremandu, 2000). Probabl y, 
this might be as a result of low capital base of these banks which was later reviewed by monetary 
authorities upwards to N 500,000 for both commercial and merchant banks. S i nee then, di stress in 
bank has been on the increase until 2005 when it became obvious that reform in the banking 
9-J. 
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industry is a necessity (Nnanna, 2005). Hence, the recent reform post consolid.ation is to 
reposition the banks in Nigeria for competitiveness and soundness. As Soludo (2005) affirmed: 
"the strengthening and consolidation of the banking system was ... designed to ensure a 
diversified, strong and reliable banking sector which will ensure the safety of depositors' money, 
play active development roles in the Nigerian economy and also become competent and 
competitive in the regional and global financial system". 
Investment and business financing for economic advancement is the main focus for banks' 
recapitalization. Hence, Soludo (2005) emphatically, emphasized that ''what we are expecting at 
the end of this whole exercise is that we should have banks that will be able to syndicate credit to 
the system, support agriculture and be a global player". This means that we do not need a 
banking system that is rent seeking rather we want a banking system that is sound, reliable and 
can finance investments. 
Few studies have looked at the relationship of capital availability on bank operations. A general 
review of literature has identified certain notable results such as bank performance and 
supervision in a deregulated economy (Oiugbenga and Olankunle, 1998); foreign entry and 
domestic banking (Ciaessens, Demirgi.ic,:-Kunt, and Huizinga, 200 I); the place of capital in 
development and efficiency of the banking sector in a transitional economy (Hasan and Marton, 
2003); the effect of foreign entry and ownership structure (Angelo, Unite and Sullivan, 2003); 
banks' performance in emerging market crises (Detragiache and Gupta, 2006); factors influencing 
the profitability of banks (Pasiouras and Kosmidou, 2007); effects of capital regulations on 
banks' performance (Naceur and Kandil, 2008 ), and capital as an essential and critical factor for 
the perpetual continuity of a bank (Vyas, Singh and Yadav, 2008). From these studies, there is no 
doubt that a minimum amount of capital is required to ensure safety and soundness of a bank and 
to build trust and confidence of the customers. Upon this premise, the study seeks to find out the 
relationship between capital adequacy of Nigerian banks and their performance. This paper is 
structured into five sections. Section one is the introduction, section two examines the conceptual 
ll·amework and literature review, section three centres on the research methods and model 
specifications, section four is the results of the statistical analysis while section five is conclusion 
and recommendations 
2. CONCEPTUAL FRAMEWORK/LITERATURE REVIEW 
Capital Adequacy 
In the banking industry, capital is usually regulated by an apex bank to mitigate bank solvency 
problems ( Bernauer and Koubi, 2002). The Central Bank of Nigeria (CBN) regulates banks· 
capital (Olugbenga, and Olankunle, 1998). The theory of capital adequacy has its focus on 
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( O l u g b e n g a ,  a n d  O l a n k u n l e ,  1 9 9 8 ;  B a r r i o s  a n d  B l a n c o ,  2 0 0 0 ;  B e r n a u e r  a n d  K o u b i ,  2 0 0 2 ;  L i n ,  
P e n m ,  G a r g  a n d  C h a n g ,  2 0 0 5 ;  N a c e u r ,  a n d  K a n d i l ,  2 0 0 8 ) .  A l l  t h e s e  f a c t o r s  a c t  a s  f a c t o r s  f o r  
d e t e r m i n i n g  t h e  c a p i t a l  b a s e  o f  a  b a n k  ( G o l d b e r g  a n d  S a u n d e r s ,  1 9 8 1  ) .  F o r  i n s t a n c e ,  i f  a  b a n k  i s  
t o  g r o w ,  w i t h  i n c r e a s e d  d e p o s i t s  a n d  e a r n i n g  a s s e t s ,  i t  m l l s t  e x p a n d  i t s  c a p i t a l  b a s e  b u t  a t  s a m e  
t i m e  k e e p  t h e  r i s k  l e v e l  c o n s t a n t  ( U r e m a d u ,  2 0 0 0 ,  M u r i n d e  a n d  Y a s s e n ,  2 0 0 6 ) .  H o w e v e r ,  
i r r e s p e c t i v e  o f  t h e  f a c t o r  t h a t  d e t e r m i n e s  t h e  a m o u n t  o f  c a p i t a l  a  b a n k  h a s ,  i t  m u s t  b e  a d e q u a t e  
a n d  i n  l i n e  w i t h  t h e  a p e x  b a n k ' s  s t a t u t o r y  r e q u i r e m e n t  ( M u r i n d e ,  a n d  Y a s e e n ,  2 0 0 6 ;  N a c e u r ,  a n d  
K a n d i l ,  2 0 0 8 ;  V y a s ,  S i n g h  a n d  Y a d a v ,  2 0 0 8 ) .  
M e a s u r e m e n t  o f  B a n k s '  C a p i t a l  A d e q u a c y  
B a n k  c a p i t a l  a d e q u a c y  i s  m e a s u r e d  b y  C a p i t a l  A s s e t  R a t i o  ( C A R )  ( A d i m o r a h ,  1 9 9 8 ;  B a n k  o f  
N e w  Z e a l a n d ,  2 0 0 3 ;  A I - S a b b a g h ,  2 0 0 4 ) .  I n  a  r e g u l a t e d  f i n a n c i a l  e n v i r o n m e n t  s u c h  a s  U S A ,  
S w i t z e r l a n d  a n d  N e w  Z e a l a n d ,  a  s t a t u t o r y  c a p i t a l  a s s e t  r a t i o  i s  e s t a b l i s h e d  b y  b a n k  r e g u l a t o r  f o r  
m e a s u r i n g  c a p i t a l  a d e q u a c y  ( M u r i n d e ,  a n d  Y a s e e n ,  2 0 0 6 ;  Y y a s ,  S i n g h  a n d  Y a d a v ,  2 0 0 8 ) .  F o r  
i n s t a n c e  i n  U S ,  t h e  b a n k i n g  s e c t o r  a v e r a g e  c a p i t a l - a s s e t  r a t i o s  w e r e  e s t a b l i s h e d  b a s e d  o n  b a s i c  
c a p i t a l  a d e q u a c y  s t a n d a r d s  ( 4 %  T i e r  C A R  a n d  8  % T i e r  I  + 2  C A R  a d o p t e d  i n  1 9 8 8 ,  w h i c h  h a s  
b e e n  i n  f o r c e  s i n c e  1 9 9 0 1 1  9 9 2 )  ( B e r n a u e r  a n d  K o u b i ,  2 0 0 2 ) .  I t  i s  t h e  d u t y  o f  b a n k s  r e g u l a t o r y  
a u t h o r i t i e s  t o  e s t a b l i s h  a  m i n i m u m  r e q u i r e m e n t  a s  l o n g  a s  b a n k s  c a p i t a l  a s s e t  r a t i o  i s  c o n c e r n e d  
u s i n g  t h e  3 a s l e  A c c o r d  S t a n d a r d  ( L i n ,  P e n m ,  G a r g ,  a n d  C h a n g ,  2 0 0 5 ) .  T h e  p u r p o s e  o f  B a s l e  
A c c o r d  S t a n d a r d  ( w h i c h  w a s  i n i t i a l l y  p u b l i s h e d  i n  2 0 0 4  t o  u s e  " " t h r e e  P i l l a r  c o n c e p t " ,  ( i )  
m i n i m u m  c a p i t a l  r e q u i r e m e n t  ( i i )  s u p e r v i s o r y  r e v i e w  a n d  ( i i i )  m a r k e t  d i s c i p l i n e )  i s  t o  c r e a t e  a n  
i n t e r n a t i o n a l  s t a n d a r d  t h a t  b a n k i n g  r e g u l a t o r s  c a n  u s e  w h e n  c r e a t i n g  r e g u l a t i o n s  a b o u t  h o w  m u c h  
c a p i t a l  b a n k s  n e e d  t o  p u t  a s i d e  t o  g u i d e  a g a i n s t  f i n a n c i a l  a n d  o p e r a t i o n a l  r i s k s  b a n k s  f a c e  ( B a s l e  
C a p i t a l  A c c o r d ,  1 9 8 8 ;  B e r n a u e r  a n d  K o u b i ,  2 0 0 2 ;  L i n ,  P e n m ,  G a r g ,  a n d  C h a n g ,  2 0 0 5 .  
I n  m e a s u r i n g  b a n k s '  c a p i t a l  a d e q u a c y ,  b a n k  c a p i t a l  i s  d i v i d e d  i n t o  t w o ;  t i e r  o n e  a n d  t i e r  t w o  
c a p i t a l  ( B r a s h ,  2 0 0 1 ) .  T i e r  o n e  c a p i t a l  r a t i o  i s  t h e  r a t i o  o f  a  b a n k ' s  c o r e  e q u i t y  t o  i t s  t o t a l  r i s k  
w e i g h t e d  a s s e t s  ( r i s k  w e i g h t e d  a s s e t s  a r e  t h e  t o t a l  o f  a l l  a s s e t s  h e l d  b y  t h e  b a n k  w h i c h  a r e  
w e i g h t e d  f o r  c r e d i t  r i s k s  a c c o r d i n g  a  f o r m u l a  d e t e r m i n e  b y  t h e  r e g u l a t o r ) ,  w h i l e  T i e r  t w o  c a p i t a l  
i s  a  m e a s u r e  o f  a  b a n k ' s  f i n a n c i a l  s t r e n g t h  w i t h  r e g a r d  t o  t h e  s e c o n d  m o s t  r e l i a b l e  f o r m  o f  
f i n a n c i a l  c a p i t a l  f r o m  r e g u l a t o r y  p o i n t  o f  v i e w  ( B a s l e  C a p i t a l  A c c o r d ,  1 9 8 8 ;  B r a s h ,  2 0 0  I ) .  T h e  
C B N  a s  t h e  a p e x  b a n k  e s t a b l i s h e d  t h r e e  m e t h o d s  f o r  m e a s u r i n g  c a p i t a l  a d e q u a c y  w h i c h  U r e m a d u  
( 2 0 0 0 )  e n u m e r a t e d  a s  ( i )  f i x e d  m i n i m u m  c a p i t a l  r e q u i r e m e n t  ( i i )  l i m i t a t i o n  o f  l e n d i n g  l i m i t  a n d  
( i i i )  w e i g h t e d  r i s k /  a s s e t  r a t i o .  P r e s e n t l y ,  t h e s e  t h r e e  m e t h o d s  h a v e  c o n s t a n t l y  b e e n  u s e d  f o r  b a n k  
c a p i t a l  c o n t r o l  p u r p o s e s  i n  N i g e r i a .  
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Capital Adequacy and Bank Performance 
Capital accounts form a small percentage of the financial resources of the banking institutions and 
it plays a crucial role in their long-term financing and solvency position (Barrios and Blanco, 
2000). Furlong & Keeley ( 1991) I is ted the factors that may affect bank· s capital; these include 
competition, more depositors, less fund costs, risk in portfolio interest. high return on equity, less 
distress incidences, profit maximization, avoidance of bankrupt and their negative externalities on 
the financial system and incentive to increase risky assets. The effect of capital adequacy on 
bank's performance depends highly on these factors and the regulatory body prevailing in the 
country (Murinde, and Yaseen, 2006). Since banks' capital accounts constitute over 30% and 
44% of the banks' total assets and deposits, respectively (Uremadu, 2000), determining capital 
adequacy of banks in isolation (without considering its performance) might be misleading. In 
line with this, Barrios and Blanco (2000) opined that in determining bank's performance in 
relation with its capital adequacy, some variables must be considered. These variables include 
banks' managerial quality and productive efficiency which depends so much on the degree of 
competition in the industry. The ability of the bank management to ensure that bank's capital is 
effectively managed, determines how adequate the capital is. Having capital adequacy ratios 
above the minimum levels recommended by the Basle Capital Accord, does not guarantee 
"safety'' of a bank, as capital adequacy ratio is concerned primarily with credit risks (Strokes. 
2002; Al-Sabbagh, 2004). There are also other types of risks which are not recognized by capital 
adequacy ratios such as inadequate internal control systems could lead to large losses by fraud or 
losses could be made on the trading of foreign exchange and other types of financial instruments. 
As Brash (200 1) and AI-Sabbagh (2004) rightly observed these other risks involved in financial 
transactions must be seen as relevant while determining bank performance. Capital adequacy 
ratios are therefore as good as the information on which they are based on and act as indicators 
for determining banks' financial soundness and performance (Al-Sabbagh, 2004; Brash, 2001; 
Vyas, Singh and Yadav, 2008). 
Evaluating Bank Performance 
Banks' performance are usually evaluated using parameters such as turnover made during the 
year and ability to sustain it, extension of branches to the grass root, net profit of the bank, 
computerization of its numerous branches, net profit after tax ratio, share of credit in domestic 
credit, share price, improvement in the employee performance and returns on Assets (Berger, 
1995; Dermerguc-Kunt and Huizingua, 1999; Naceur, 2003). Capital adequacy, in line with the 
standard set, is the ability to meet up with the CBN targets in term of capital reserve, lending to 
primary sectors and improvement in the employee's performance (Brash, 200 I; AI-Sabbagh, 
2004; Yyas, Singh and Yadav, 2008). 
Considering these variables, apex bank has the statutory obligation to ensure that banks capital is 
adequate to meet its target goals and objectives of satisfying its various customers and ensuring 
the safety of customers' deposits (Nnanna, 2005). However, banks' target, goals and objectives 
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a r e  m o s t  o f t e n  r e l a t i v e .  D u e  t o  t h e  v o l a t i l i t y  a n d  u n c e r t a i n t y  o f  t h e  e c o n o m y .  m o s t  N i g e r i a n  
b a n k s  h a v e  p e r f o r m e d  b e l o w  s t a n d a r d  a s  f a r  a s  t h e s e  p a r a m e t e r s  a r e  c o n c e r n e d  ( S o l u d o  2 0 0 5 .  
N n a n n a .  2 0 0 5 ) .  F o r  i n s t a n c e ,  t h e  f a i l u r e  r a t e  o f  b a n k s  h a s  b e e n  o n  t h e  i n c r e a s e  s i n c e  1 9 9 2  t o  
2 0 0 0  ( s e e  a p p e n d i x  1 ) .  I t  w a s  o n  t h i s  p r i m a  f a c i e  e v i d e n c e  t h a t  t h e  C B N  a c t i n g  a s  a  \ \ a t c h  d o g  
o n  b a n k s ,  d e c i d e d  t o  i n c r e a s e  t h e  c a p i t a l  b a s e  o f  b a n k s  s o  a s  t o  " i m p r o v e  t h e i r  p e r f i x m a n c e "  
( S o l u d o ,  2 0 0 5 ) .  
T e c h n i q u e s  f o r  M e a s u r i n g  B a n k ' s  P e r f o r m a n c e  
C a p i t a l  a s  a  s c a r c e  r e s o u r c e  i s  t h e  b a s i s  o n  w h i c h  b a n k s  t e n d  t o  b e  e v a l u a t e d  m o s t  o f t e n  h o l d s  t h e  
k e y  t o  t h e  m o d e r n  a p p r o a c h e s  t o w a r d s  e v a l u a t i o n  o f  i t s  p e r f o r m a n c e  ( D e m i r g u c - I < . u n t  a n d  
l l u i z i n g a ,  1 9 9 8 ;  N a c e u r ,  2 0 0 3 ;  N a c h i k e t  a n d  M a h e s h w a r i ,  2 0 0 4 ) .  C a p i t a l  i s  t h e  c o r n e r s t o n e  o f  
b a n k ' s  s t r e n g t h  a n d  i t  p r o v i d e s  a  m e a n s  o f  r e s p o n d i n g  t o  o p p o r t u n i t y  a n d  i n  m o s t  c a s e s .  a c t s  a s  a  
b u f f e r  a g a i n s t  u n c e r t a i n t y ,  u n a n t i c i p a t e d  l o s s e s ,  a n d  i n  t h e  e v e n t  o f  d i f f e r e n t  a r e a s  t o  c o n t i n u e  
o p e r a t i n g  w h i s t  p r o b l e m s  a r e  b e i n g  r e s o l v e d  ( P r i c e w a t e r h o u s e C o o p e r s ,  1 9 9 4 :  B e r g e r .  1 9 9 5 ) .  
C a p i t a l  h a s  b e e n  u s e d  a s  t h e  b e s t  p a r a m e t e r  f o r  m e a s u r i n g  b a n k s '  p e r f o r m a n c e  a n d  t h e  a m o u n t  o f  
c a p i t a l  a  b a n k  h a s  i n  i t s  b a l a n c e  s h e e t  d e t e r m i n e s  t h e  s o u n d n e s s  a n d  h e a l t h i n e s s  o f  t h e  b a n k  a n d  
i t s  a b i  I  i t y  t o  p r o t e c t  i t s  I  e n d e r s  f r o m  t h e  u n c e r t a i n t i e s  o f  t h e  e c o n o m y  (  D e m  i  r g u c - 1 (  u n t  a n d  
H u i z i n g a ,  1 9 9 8 ;  N a c e u r ,  2 0 0 3 ;  N a c e u r ,  a n d  K a n d i l ,  2 0 0 8 ) .  B a n k s '  p e r f o r m a n c e  s h o u l d  b e  
f o c u s e d  o n  f u l f i l l i n g  t h e  l e g a l  o b l i g a t i o n  t o w a r d s  i t s  l e n d e r s  ( A I - S a b b a g h ,  2 0 0 4 ) .  A s  N a c h i k e t  
a n d  M a h e s h \ \ ' a r i  ( 2 0 0 4 )  r i g h t l y  s a i d ,  " t h e  f i r s t  q u e s t i o n s  a  b a n k  n e e d s  t o  a s k  i t s e l f  i s .  h o \ \  s a f e  
\ \ O u l d  i t  be'~" b e f o r e  d e c i d i n g  t h e  a m o u n t  o f  c a p i t a l  i t  w o u l d  h o l d  o n  i t s  b a l a n c e  s h e e t " .  B a n k ' s  
e f f o r t  o n  m e a s u r i n g  t h e  s a f e t y  o f  i t s  l e n d e r s  d e p o s i t s  h a v e  a  l o t  t o  d o  i n  d e t e r m i n i n g  t h e i r  c a p i t a l  
b a s e .  
A  t a r g e t  o f  i n t e r n a l  s a f e t y  g o a l s  a s  w e l l  a s  m a x i m i z a t i o n  o f  t h e  b a n k s '  r e t u r n s  ( f r o m  l e n d e r ' s  
p e r s p e c t i v e s )  m u s t  b e  s e t  b y  b a n k s  a s  a  g u i d e  i n  k e e p i n g  w i t h  i t s  v a r i o u s  t r a n s a c t i o n s  t h a t  i t  g e t s  
i t s e l f  i n v o l v e d  ( Y u d i s t i r a ,  2 0 0 3 ;  A I - S a b b a g h ,  2 0 0 4 ) .  I t  i s  t h e  r e s p o n s i b i l i t y  o f  t h e  b a n k  
e x e c u t i v e s  t o  e n s u r e  e f f e c t i v e  b a n k  m a n a g e m e n t  i n  t a k i n g  d e c i s i o n  o n  t h e  a l l o c a t i o n  o f  b a n k ' s  
c a p i t a l  ( N a c c u r ,  a n d  K a n d i l ,  2 0 0 8 ) .  T h e  B a s i c  A c c o r d  e s t a b l i s h e d  t h a t  4 %  o f  " p u r e "  c a p i t a l  a s  
t h e  m i n i m u m  a  b a n k  s h o u l d  h a v e  i n  r e l a t i o n  t o  i t s  a s s e t s  ( A I - S a b b a g h ,  2 0 0 4 ) .  I t  t h e r e f o r e  t a k e s  
e f f e c t i v e n e s s  a n d  e f f i c i e n c y  i n  b a n k  m a n a g e m e n t  t h r o u g h  t h e  u s e  o f  s o m e  t e c h n i q u e s  w h i c h  s e r v e  
a s  b u i l d i n g  b l o c k s  t o  e n s u r e  t h a t  t h i s  c a p i t a l  i s  r e a l l y  a d e q u a t e .  N a c h i k e t  a n d  M a h e s h w a r i  ( 2 0 0 4 )  
e n u m e r a t e d  t h e  t h r e e  t e c h n i q u e s  a s  M a t c h e d  F u n d  T r a n s f e r  P r i c i n g  P r o c e s s  ( M F T P ) ;  R i s k  
Q u a n t i f i c a t i o n  M e t h o d o l o g i e s  ( R Q M S )  a n d  A c t i v i t y  B a s e d  C o s t i n g  ( A B C ) .  M F T P  p r o v i d e s  
c l a r i t y  o n  t h e  c o s t  d i m e n s i o n  o f  m o n e y ;  R Q M  p r o v i d e s  c l a r i t y  i n  t h e  c a p i t a l  d i m e n s i o n  i n  t h e  
h a n k s ,  w h i l e  A B C  h e l p s  b a n k s  t o  l i n k  t h e i r  " a c t i v i t i e s "  t o  t h e  a c t u a l  c o s t s  t h e m s e l v e s .  A s  
N a c h i k e t  a n d  M a h e s h w a r i  ( 2 0 0 4 )  f u r t h e r  e x p l a i n e d ,  t h e s e  t h r e e  b u i l d i n g  b l o c k s  m u s t  b e  i n  p l a c e  
f o r  e s t a b l i s h m e n t  a n d  e v a l u a t i o n  o f  b a n k s  p e r f o r m a n c e .  E n s u r i n g  a n  e f ! C c t i v e  p e r f o r m a n c e ,  
b a n k ' s  c a p i t a l  m u s t  b e  a b l e  t o  c o v e r  t h r e e  g e n e r i c  r i s k s  w h i c h  i n c l u d e  ( i )  c r e d i t  r i s k  ( i i )  m a r k e t  
r i s k  a n d  ( i i i )  o p e r a t i o n s  r i s k  ( A I - S a b b a g h ,  2 0 0 4 ;  V y a s ,  S i n g h  a n d  Y a d a v ,  2 0 0 8 ) .  
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Banks' capital must be also effectively allocated in such combinati on that these three areas or 
risks will be cover~d in its business unit (Naceur, and Kandil , 2008). !\ bank that is performing 
effectively, should be able to indicate using capital asset ratio whether their capital adequacy has 
helped them to absorb banks' realized and anticipated losses (risk) and improve their return on 
capital investment shareholders' value added (SVA) which is usually expressed as a percentage 
of rate of return over economic capital deployed of Risk Adjusted return on capital (RAROC) 
(Nachiket & Madeshwari, 2004; Vyas, Singh and Yadav, 2008). 
3. METHODOLOGY 
Research Design 
The study is a causal study using a quantitative design aimed at examining the influence of capital 
adequacy on bank performance using a panel data on 20 banks for 4 years (2000-2003) ''ith the 
data drawn tl·om the Nigerian Stock Exchange Fact Book (2004). The 20 banks were classified 
into I 0 strong banks and I 0 weak banks. Classification of the banks into strong and weak banks is 
drawn from the report of the Bank of International Settlement (2002). According to the report. ··a 
weak bank is one whose liquidity or solvency is or will be impaired unless is a major 
improvement in the financial resources, ri sk profile, strategic business direction. risk management 
capabilities and/or quality of management". For the purpose ofthis study, we classify the st ron g 
banks on the basis of the I 0 banks listed amongst the tirst 20 companies emerging with the 
highest market capitalization in the 2004 Nigerian Stock Exchange Fact Book. The ''eak banks 
were drawn from the banks falling below the first 20 companies emerging with the highest 
market capitali zation. 
Model Specifications 
The model adopted for this study is a nonlinear econometric model that uses the balanced panel 
regression method to capture the performance of banks in Nigeria in relation to capital adequacy. 
To enable easy estimation of the model the study assumed two cross sectional identifiers- Strong 
Banks and Weak Banks and cutting across the time series endogenous and exogenous variables. 
Drawing largely from the empirical analysis, the study propose the model presented in equation I. 
in which the selected exogenous variables are expected to determine the performance of both 
strong and weak banks in Nigeria as measured by the bank earnings. 
E = f(CA, LQ, TA, TA 2 ) .............. ........... (I) 
Where: 
E =earnings (profit after tax): a measure of bank performance; 
CA =capital adequacy (proxy by shareholder's funds); 
LQ =Liquidity (current assets of banks). 
T A =total assets ; and 
T A 2=A measure of bank size 
Linearizing equation (I) and expressing the model in log form yields: 
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L o g E  
1 1  
=  / 3
1  
+  j 3
2
L o g C A  
1 1  
+  / 3
3
L o g L Q "  +  f 3
4
L o g T A  
1 1  
+  f 3
5
L o g T A  ~~ +  U
1 1  
• • • • • • •  (  2 )  
W h e r e ;  i =  1 ,  2 ,  3 ,  4  ( i  s t a n d s  f o r  t h e  i '
1 1  
c r o s s  s e c t i o n a l  u n i t s )  
t =  1  . 2 ,  . . .  ,  1 0  ( t  s t a n d s  f o r  t h e  t '
1 1  
y e a r )  
( 1
1  
=  i n t e r c e p t  
/ 3
2
.  / 3
3
.  / 3
4
.  a n d  / 3
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a r e  t h e  v a r i o u s  s l o p e  c o e f f i c i e n t s .  
O n  a  p r i o r i ,  / 3
2
.  / 3
3
.  / 3
4  
a n d  / 3
5  
>  0  
L o g E ; ,  r e p r e s e n t s  l o g  o f  e a r n i n g s  ( p r o f i t  a f t e r  t a x ) :  a  m e a s u r e  o f  b a n k  p e r f o r m a n c e ;  
L o g C A ; ,  r e p r e s e n t s  l o g  o f  c a p i t a l  a d e q u a c y  ( p r o x y  b y  s h a r e h o l d e r ' s  f u n d s ) ;  
L o g L Q
1 1  
r e p r e s e n t s  l o g  o f  l i q u i d i t y  ( c u r r e n t  a s s e t s  o f  b a n k s ) ;  
L o g T A
1 1  
r e p r e s e n t s  l o g  o f  t o t a l  a s s e t s ;  r e p r e s e n t i n g  b a n k  s i z e  a n d  
L o g T A
2
1 1  
r e p r e s e n t s  t h e  s q u a r e  o f  b a n k  s i z e ,  i s  i n c l u d e d  i n  t h e  r e g r e s s i o n  t o  c a p t u r e  t h e  n o n  l i n e a r  
r e l a t i o n s h i p  b e t w e e n  p r o f i t a b i l i t y  a n d  b a n k  s i z e .  
E q u a t i o n  ( 3 )  u s e s  a  p o o l e d  d a t a  o n  b o t h  w e a k  a n d  s t r o n g  b a n k s  t o  a n a l y s e  t h e  r e l a t i v e  i m p a c t  o f  
C A  o n  p e r f o r m a n c e . "  T h i s  p r o d u c e s  a  m o r e  e f f i c i e n t  m e a n s  o f  c o m p a r i s o n  t h a n  s e p a r a t e  
r e g r e s s i o n s  f o r  w e a k  a n d  s t r o n g  b a n k s .  T h i s  i s  t h e  n a " l v e  a p p r o a c h  w h i c h  a s s u m e s  a l l  c o e f f i c i e n t s  
c o n s t a n t  a c r o s s  t i m e  a n d  i n d i v i d u a l  v a r i a b l e s .  
E q u a t i o n  ( 2 )  d o e s  n o t  t a k e  i n t o  a c c o u n t  t h e  s p e c i f i c  n a t u r e  o f  t h e  s t r o n g  b a n k s  a n d  t h e  w e a k  
b a n k s .  I t  a s s u m e s  c o n s t a n t  c o e f f i c i e n t s  a c r o s s  t i m e  a n d  s p a c e .  G i v e n  t h a t  t h i s  s t u d y  f o c u s e s  o n  
a n a l y z i n g  t h e  d i f f e r e n t i a l  i m p a c t  o f  c a p i t a l  a d e q u a c y  ( C A )  a c r o s s  w e a k  a n d  s t r o n g  b a n k s ,  w e  
i n t r o d u c e  a  d u m m y  v a r i a b l e  ( D U )  w h i c h  w h e n  m u l t i p l i e d  b y  L o g  o f  C A  ( L o g C A  * D U )  p r o d u c e s  
a  c o e f f i c i e n t  i n  t h e  m o d e l  t h a t  m e a s u r e s  t h e  d i f f e r e n t i a l  i m p a c t  o f C A  o n  p r o f i t a b i l i t y  a c r o s s  w e a k  
a n d  s t r o n l ? :  b a n k s .  B y  i n t r o d u c i n g  t h e  d u m m y  v a r i a b l e  i n t o  e q u a t i o n  ( 2 )  w e  h a v e ;  
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T o  e n a b l e  u s  t a k e  i n t o  a c c o u n t  t h e  f i x e d  a n d  r a n d o m  e f f e c t  c o m p o n e n t s  o f  t h e  m o d e l ,  e q u a t i o n  ( 3 )  
i s  c o m p r e s s e d  i n t o  a  m o r e  c o m p a c t  f o r m  a s  f o l l o w s ;  
L o g E  
1 1  
=  j J L o g v  ;
1  
+  w ; a  +  E  
1 1  
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Pooled Regression; if w, contains only a constant term cutting· across weak and strong 
banks yielding consistent and efficient estimates ofthe common a and the .slope vector /3. 
(ii) Fixed Effects; if w, is unobserved but correlated with v 11 then, equation ( 4) becomes; 
(iii) 
LogE 11 = jJLogv ;, +a,+ E ,, ............................................ ( 5) 
Where a;= w,a is the group specific intercept. 
Random Effects; if the unobserved individual heterogeneity is assumed to be uncorrelated 
with the individual variables, then equation (4) is formulated as; 
LogE 11 = jJLogv ;, +a+ u, + E 11 ............................................ ( 6) 
Where, a represents the firms specific unobserved heterogeneity (a+ U;) and u; the 
idiosyncratic error 
To enable us chose between the fixed effect (FE) and the random effect (RE), we need to apply 
tests to ascertain whether the Fixed effect should be indeed be included in the model. To do this, 
the standard F-test can be used to check fixed effect against the simple common constant OLS 
method or the nai've method. The null hypothesis is that all the constants are homogenous and as 
such, the nai've method is applicable 
Ho: ~ = {32 = ... = fJN .......................................... (!) 
The F -statistics is; 
(R}1 -R:.)/(N-I) F = ) .......................................... (8) (1- R,~1, )/(NT- N- K) 
Where R~Ethe coefficient of determination of the fixed effects ts model and R/. is the 
coefficient of determination of the Nai've model. If the observed F-statistics is bigger than the 
critical F-value we reject the null hypothesis. Alternatively, the study uses the Hausman ( 1978), 
specification test to guide in the choosing between the Fixed Effect model and the Random 
Effects model. 
• 4. EMPIRICAL RESULTS 
The coefficient covariance matrix, the residual covariance matrix and the residual correlation 
matrix are given in Tables I, 2 and 3 respectively. The coefficient covariance matrix shows that 
the variance of the log of total assets is almost 80 times the value of the log of liquidity and the 
differential intercept coefficient. The residual correlation matrix shows the existence of perfect 
correlation between the two identifiers in the model signifying the presence of perfect 
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m u l t i c o l l i n e a r i t y .  H o w e v e r ,  w e  p r o c e e d e d  w i t h  t h e  e s t i m a t i o n  b e c a u s e  o f  t h e  r o b u s t n e s s  o f  p a n e l  
d a t a  e s t i m a t i o n  i n  t a k i n g  c a r e  o f  c o l l i n e a r i t y  p r o b l e m s .  
W e  e s t i m a t e  t h e  r e s u l t  o f  t h e  p a n e l  d a t a  a n a l y s i s  f o r  b o t h  s t r o n g  a n d  w e a k  b a n k s  i n c l u d i n g  O L S  
p o o l e d  r e g r e s s i o n  ( N a Y v e  m o d e l )  a n d  t h e  l e a s t  s q u a r e  d u m m y  v a r i a b l e  m e t h o d  f o r  t h e  s e l e c t e d  
p e r i o d s  ( 2 0 0 0 - 2 0 0 3 ) . T h e  r e s u l t  o f  t h e  n a ' l v e  m o d e l  ( c o m m o n  i n t e r c e p t )  i s  r e p o r t e d  i n  c o l u m n  I  o f  
T a b l e  4 .  T h e  r e s u l t  s h o w s  t h a t  a l l  t h e  c o e f f i c i e n t s  h a d  t h e  w r o n g  s i g n s  w i t h  t h e  e x c e p t i o n  o f  b a n k  
l i q u i d i t y  a n d  b a n k  s i z e  t h a t  h a d  a  p o s i t i v e  i m p a c t  o n  b a n k  e a r n i n g s .  I n  t h e  n a Y v e  m o d e l ,  w e  
a s s u m e d  t h a t  b o t h  t h e  s t r o n g  b a n k s  a n d  t h e  w e a k  b a n k s  b e h a v e  a l i k e  h e n c e  t h e  c o m m o n  i n t e r c e p t .  
H o w e v e r ,  o n  t h e  b a s i s  o f  t h e  p e r f o r m a n c e  o f  t h e  e x p l a n a t o r y  v a r i a b l e s  o n l y  t h e  l i q u i d i t y  v a r i a b l e  
( L o g L Q )  p a s s e d  t h e  t e s t  o f  s i g n i f i c a n c e  a t  t h e  1  p e r c e n t  l e v e l  a s  i n d i c a t e d  b y  t h e  p - v a l u e  o f  
0 . 0 0 0  I .  T h e  R  
2  
a n d  R -
2  
v a l u e s  o f  0 . 2 5  a n d  0 . 2 3  a r e  q u i t e  l o w  s h o w i n g  t h a t  o v e r  7 5  p e r c e n t  
s y s t e m a t i c  v a r i a t i o n  i n  b a n k  e a r n i n g  i s  l e f t  u n a c c o u n t e d  f o r  b y  c h a n g e s  i n  t h e  e x o g e n o u s  
v a r i a b l e s .  T h e  F - s t a t i s t i c s  v a l u e  o f  1 3 . 1  e a s i l y  p a s s e d  t h e  t e s t  o f  s i g n i f i c a n c e  a t  t h e  I  p e r c e n t  l e v e l  
o f  s i g n i f i c a n c e  w h i l e  t h e  D u r b i n - W a t s o n  v a l u e  o f  0 . 9 1  s h o w s  c l e a r  i n d i c a t i o n  o f  t h e  p r e s e n c e  o f  
s e r i a l  c o r r e l a t i o n .  
T a b l e  1  C o e f f i c i e n t  C o v a r i a n c e  M a t r i x  
c  
L C A D U  
L L Q  
L T A  
c  
3 8 . 8 1 9 8 5  0 . 0 1 5 0 1 5  - 0 . 2 5 0 3  
- 4 . 3  1 9 7 5  
L C A D U  
0 . 0 1 5 0 1 5  0 . 0 0 0 1 9 2  
- 0 . 0 0 0 4 6  
- 0 . 0 0 0 7 6  
L L Q  
- 0 . 2 5 0 3  - 0 . 0 0 0 4 6  
0 . 0 0 6 3 1 3  0 . 0 1 9 1 3 4  
L T A  
- 4 . 3  1 9 7 5  - 0 . 0 0 0 7 6  0 . 0 1 9 1 3 4  
0 . 5 0 1 4 3 4  
L T A " 2  
0 . 1 3 2 7 9 9  1 . 3 8 E - 0 5  - 0 . 0 0 0 6 1  
- 0 . 0 1 5 5 1  
S o u r c e :  A u t h o r s  C o m p u t a t i o n s  
T a b l e  2  R e s i d u a l  C o v a r i a n c e  M a t r i x  
S B  
W B  
S B  
1 . 2 0 3 0 8 1  
1 . 2 0 3 0 8 1  
W B  
1 . 2 0 3 0 8 1  
1 . 2 0 3 0 8 1  
S o u r c e .  A u t h o r s  C o m p u t a t i o n s  
- t  
T a b l e  3  R e s i d u a l  C o r r e l a t i o n  M a t r i x  
-:_______:______~ - - - - - - =s- 8  - - - - - . - - - - - -W B  -~ 
S B  
W B  
S o u r c e .  A u t h o r s  C o m p u t a t i o n s  
T a b l e  4 :  L e a s t  S q u a r e  D u m m y  V a r i a b l e  E s t i m a t i o n  o f t h e  E f f e c t s  o f C A  o n  B a n k  P e r f o r m a n c e  
1 0 2  
~ 
I -
C o n '  
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l . o g  
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Allowing lor the fixed effect, the equation \\as re-estimated by simply relaxing the assumption oi' 
a common intercept and introducing the differential intercept dummy l.ogC/\*DU \\hich 
measures the differential impact of capital adequacy (C/\) across \\eak and strong banks \\'e 
report the 1:E/LSDV result in column 3 of Table 4. The result shO\\S bank liquidity (LQ). bank 
size (TA") and the differential intercept dummy (C/\*DU) impacted bank performance positively. 
However, bank total asset (TA) had a negative impact on perlormance and easily failed the test of 
significance at the 5 percent levels \\hile the LogLQ and LogCA *DU passed the test of 
signilicance at the I percent and 5 percent levels respectively. The differential intercept dummy 
takes a positive sign and is stati stically significant at the 5 percent level implying that the impact 
of capital adequacy on bank performance is stronger lor \\'eak banks than for strong banks. The 
11 ' and R ' values of 0.29 and 0.26 is an improvement over the naYve model. The !-'-statistics 
value of 12.3 easily passed the test of significance at the 1% levels \\'hile the Durbin-Watson 
value of 0.88 sho\\'s the likely presence of serial correlation. To generate a more robust estimate, 
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w e  t e s t  f o r  i n c l u s i o n  o f  t h e  f i x e d  e f f e c t  m o d e l ,  t h e  p r e s e n c e  o f  h e t e r o s c e d a s t i c i t y  r e s i d u a l  a n d  
s e r i a l  c o r r e l a t i o n  i n  t h e  m o d a l .  
H a u s m a n  T e s t  f o r  F i x e d  E f f e c t  
T h e  H a u s m a n  t e s t  i s  a  g e n e r a l  t e s t  p r o c e d u r e  f o r  d e t e r m i n i n g  w h e t h e r  t h e r e  i s  a n y  c o r r e l a t i o n  
b e t w e e n  t h e  r e g r e s s o r s  a n d  t h e  i n d i v i d u a l  s p e c i f i c  e f f e c t s .  I f  t h e  r e g r e s s o r s  a r e  u n c o r r e l a t e d  w i t h  
t h e  e r r o r  t e r m s ,  r a n d o m  e f f e c t  m o d e l  i s  t h e  a p p r o p r i a t e  m o d e l  b u t  i f  t h e  r e g r e s s o r s  a r e  c o r r e l a t e d  
w i t h  t h e  e r r o r  t e r m  f i x e d  e f f e c t s  m o d e l  b e c o m e s  t h e  a p p r o p r i a t e  m o d e l .  ( H a u s m a n ,  1 9 7 8 ) .  F r o m  
A p p e n d i x  4 ,  w e  c a n  e a s i l y  s e e  t h a t  t h e  r e g r e s s o r s  a r e  c o r r e l a t e d  w i t h  t h e  e r r o r  t e r m  m a k i n g  t h e  
f i x e d  e f f e c t  m o d e l  a p p r o p r i a t e  f o r  t h i s  s t u d y .  T h e  r e s u l t  r e p o r t e d  i n  a p p e n d i x  3 ,  a l s o  s h o w s  t h e  
o b s e r v e d  R - s q u a r e d  s t a t i s t i c s  v a l u e  o f  1 2 . 9 8 4 8 0  w i t h  a  p r o b a b i l i t y  v a l u e  o f  0 . 4 4 9 0 .  T h i s  i s  t h e  
e q u i v a l e n t  o f  t h e  W h i t e  t e s t  f o r  h e t e r o s c e d a s t i c i t y .  B y  s i m p l y  a p p l y i n g  t h e  E V i e w s  c o m m a n d  
w i n d o w : =  ( @ q c h i s q  ( . 9 5 ,  1 3 ) )  w e  o b t a i n  t h e  5 %  c r i t i c a l  X  
2  
v a l u e  o f 2 2 . 3 6 2 0 3 2 4 9 4 8 .  S i n c e  N R "  
~ 
v a l u e  o f  1 2 . 9 8  i s  l e s s  t h a n  t h e  5 %  c r i t i c a l  % - v a l u e  o f  2 2 . 3 6 2 0 3 2 4 9 4 8  w e  a c c e p t  t h e  n u l l  
h y p o t h e s i s  o f  n o  h e t e r o s c e d a s t i c i t y .  H o w e v e r ,  t h e  D u r b i n  W a t s o n  s t a t i s t i c s  v a l u e  o f  0 . 8 8  s h o w s  
t h e  p r e s e n c e  o f  s e r i a l  c o r r e l a t i o n  i n  t h e  m o d e l .  
B y  a p p l y i n g  t h e  f i r s t  o r d e r  a u t o r e g r e s s i v e  s c h e m e  A R  ( I )  t o  t h e  l e a s t  s q u a r e  d u m m y  v a r i a b l e  
m o d e l  w e  o b t a i n e d  a  m u c h  m o r e  r o b u s t  r e s u l t  w i t h  t h e  a u t o c o r r e l a t i o n  c o e f f i c i e n t  (  P  )  h a v i n g  a  
p o s i t i v e  s i g n  a n d  s t a t i c a l l y  s i g n i f i c a n t  a t  t h e  I  p e r c e n t  l e v e l s .  T h e  r e s u l t  i s  r e p o r t e d  i n  t h e  f o u r t h  
c o l u m n  o f  T a b l e  4 .  T h e  r e s u l t  s h o w s  b a n k  t o t a l  a s s e t  t o  b e  n e g a t i v e l y  r e l a t e d  t o  b a n k  p e r f o r m a n c e  
a n d  f a i l i n g  t h e  t e s t  o f  s i g n i f i c a n c e  a t  t h e  5  p e r c e n t  l e v e l s .  T h e  L i q u i d i t y  v a r i a b l e  h a d  a  p o s i t i v e  
i m p a c t  o n  b a n k  e a r n i n g s  a n d  e a s i l y  p a s s e d  t h e  t e s t  o f  s i g n i f i c a n c e  a t  t h e  5  p e r c e n t  l e v e l s  o f  
s i g n i f i c a n c e .  B a n k  t o t a l  s i z e  a s  m e a s u r e d  b y  ( T A \  a l t h o u g h  h a v i n g  t h e  r i g h t  s i g n  f a i l e d  t h e  t e s t  
o f  s i g n i f i c a n c e  a t  t h e  5  p e r c e n t  l e v e l s  o f  s i g n i f i c a n c e .  T h e  d i f f e r e n t i a l  i n t e r c e p t  d u m m y  w h i c h  
m e a s u r e s  t h e  d i f f e r e n t i a l  i m p a c t s  o f  C A  o n  p r o f i t a b i l i t y  a c r o s s  w e a k  a n d  s t r o n g  b a n k s  i s  
s t a t i s t i c a l l y  s i g n i f i c a n t  i n  e x p l a i n i n g  b a n k  p e r f o r m a n c e .  T h e  v a r i a b l e  p a s s e d  t h e  t e s t  o f  
s i g n i f i c a n c e  a t  t h e  I  0  p e r c e n t  l e v e l s  a n d  i s  p o s i t i v e l y  r e l a t e d  t o  b a n k  e a r n i n g s  w h i c h  i m p l y  t h a t  
t h e  i m p a c t  o f  c a p i t a l  a d e q u a c y  o n  b a n k  p e r f o r m a n c e  i s  s t r o n g e r  f o r  w e a k  b a n k s  t h a n  f o r  s t r o n g  
b a n k s .  T h e  R  '  v a l u e  o f  0 . 5 2  a n d  a d j u s t e d  
1 1  
v a l u e  o f  0 . 5 0  s h o w s  a  s i g n i f i c a n t  i m p r o v e m e n t  
i m p l y i n g  t h a t  o v e r  5 2  p e r c e n t  s y s t e m a t i c  c h a n g e s  i n  b a n k  e a r n i n g s  c a n  b e  e x p l a i n e d  b y  t h e  
r e g r e s s o r s .  T h e  t e s t  o f  t h e  o v e r a l l  g o o d n e s s  o f  f i t  o f  t h e  m o d e l - t h e  F  - t e s t  e a s i l y  p a s s e d  t h e  t e s t  o f  
s i g n i f i c a n c e  a t  t h e  I %  l e v e l s  w i t h  f - v a l u e s  o f  2 7 . 2 8 .  T h e  r e s u l t  s h o w s  t h a t  a l l  t h e  s l o p e  
c o e f f i c i e n t s  a r e  j o i n t l y  s i g n i f i c a n t .  T h e  D u r b i n - W a t s o n  v a l u e  o f  I  . 9 2 3  s h o w s  t h e  p r o b l e m  o f  
s e r i a l  c o r r e l a t i o n  w a s  r e s o l v e d .  
5 .  D I S C U S S I O N  O F  T H E  R E S U L T S  
T h i s  s t u d y  h a s  e x a m i n e d  t h e  i m p a c t  o f  c a p i t a l  a d e q u a c y  o n  b a n k s  p e r f o r m a n c e  i n  I  i n c  w i t h  t h e  
n e w  c a p i t a l i z a t i o n  p o l i c y .  I n  t h e  c o u r s e  o f  t h e  s t u d y ,  t h e  s t u d y  f o u n d  t h a t  b a n k ' s  l i q u i d i t y  ( L Q )  
w h i c h  i s  m e a s u r e d  b y  t h e  c u r r e n t  a s s e t s  o f  b a n k s  h a d  a  p o s i t i v e  a n d  s i g n i i i c a n t  i m p a c t  o n  b a n k ' s  
1 0 - J .  
O k a ( o r .  C .  l A  
p e r f o r m a n c e  
P h u m i w a s a r  
p o r t f o l i o s .  C  
a s s e t s .  H o ' v l  
p e r f o r m a n c e  
( 2 0 0 8 )  r e p o 1  
e f f e c t .  T h e  
t e r m  d e p o s i t  
a d e q u a t e ,  i t  
b a n k s  t o  h o  
c o m m e n s u r a  
2 0 0 4 ) .  I n s u  
o f  t h e  C e n t r :  
T h e  s u f f i c i e 1  
s u c h  a s  m a n 1  
a p p r o p r i a t e  \  
a c t u a l l y  h a v !  
m e a s u r e m e n  
T h e  r e s u l t  s h  
p o s i t i v e  i m p  
i m p l i c a t i o n  (  
t h e  c a s e  w i t  
b a n k s  w h i c h  
s h o u l d  b e  i n  
r e p o r t  o f  0 1  
a n d  B e r n a u e  
( T A )  h a s  a n  
5  p e r c e n t  s i
1  
C e n t r a l  B a n \  
c o u n t r y  wer~ 
A f o l a b i ,  2 0 0  
p o s i t i v e  s i g n  
o f  c a p i t a l  a d  
f i n d i n g  c o n o  
u n a b l e  t o  m e  
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1  i c e n s e d  8 9  ~ 
'  1 ' 1  
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performance in Nigeria over the period under study. This is in line with Barth. No ll e. 
Phu miwasana, and Yago, (2003) that linked the performance of ban"- to the composit ion of its 
portfolios. Generally, a bank's portfolio consists of its assets and liabilities rather than just its 
assets. However, prior empirical evidence showed that the effect or liquidity on bank 
performance is mixed. While studies such as Demirgi.i<;:-Kunt and Huizinga ( 1998) and Kosmidou 
(2008) reported negative effect, others such as Hester and Zoellner ( 1996) reported positive 
effect. The positive impact of liquidity might be attributed to the huge amount or cash and short 
term deposits available to the banks as a result of recapitalization. Although, ban"- capital may be 
adequate, it may not have significant effect on its performance, revealing that it is not enough tor 
banks to hold adequate capital, banks must be ready to identify and assume risky activities 
commensurate with such capital and this will help to enhance their performance (AI-Sabbagh, 
2004). In support ofthis, Okpara (2009) emphasized that the N25 billion recapitalization exercise 
of the Central Bank of Nigeria was necessary but not a sufficient measure in the right direction. 
The sufficient measure must be one that controls all the identified critical factors. Other factors 
such as management factor and environment in which banks operate in Nigeria needs to be given 
appropriate consideration in order to enhance their performance. The problem with banks is not 
actually having or not having capital inadequacy, but the realization of the gaps in their internal 
measurement and management process. 
The result showed that the size of a bank as measured by the square of the bank's total asset had a 
positive impact on the performance of banks in Nigeria but not significantiy so. The policy 
implication of this finding is that rather than having all banks in Nigeria as 'mega banks' (as is 
the case with the recapitalized banks in the wake of the 2004 banking system reform), smal l 
banks which are ready to drive SMEs, informal sector and other real sectors of the economy 
should be in operation with minimal capital base requirement. This is in accordance with the 
report of Olugbenga, and Olankunle (I 998); Claessens, Demirgi.i<;:-Kunt, and I luizinga (200 I) 
and Bernauer and Koubi (2002). In line with this finding, it was discovered that bank total asset 
(TA) has a negative impact on bank's performance and easily failed the test of significance at the 
5 percent significance level. This result seems to agree with the reasons put forward by the 
Central Bank of Nigeria (CBN) in July 2004, that over 69 out of the 89 licensed banks in the 
country were undercapitalized and operating marginally with poor quality assets (Sol udo, 2005: 
Afolabi , 2006). The result of the study also revealed that the differential intercept dummy takes a 
positive sign and is statistically significant at 5 percent significant level, implying that the impact 
of capital adequacy on bank performance is stronger for weak banks than for strong banks. This 
finding concurs with the fact that most of the banks that were considered as weak banks \\'Cre 
unable to meet up with the 25 billion asset base which led to their either being merged with other 
banks or being acquired by 'strong' banks resulting to a total of 25 banks in 2004 out of the 
licensed 89 banks. The strategy of merger and acquisition adopted by banks to meet up with the 
new capitalization policy in line with the CBN directives will actually help banks to achieve the 
objective of capital adequacy. 
6. CONCLUSION AND IMPLICATIONS 
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T h e  p a p e r  h a s  e : - ; a m i n e d  t h e  i m p a c t  o f  c a p i t a l  a d e q u a c y  0 1 1  h a n k s  p e t · l ( m n ; m c e  <~cross \ \ e a k  a m i  
s t r o n g  b a n k s  i n  N i g e r i a  i n  t h e  p r e  c o n s o l i d a t i o n  e r a  \ \ i t h  t h e  a i d  o f  p a n e l  r e g r e s s i o n .  T h e  s t u d y  
d e f i n e d  s t r o n g  b a n k s  u s i n g  q u a n t i t a t i \ e  m e a s u r e s  o f  t h e  1 0  b a n k s  l i s t e d  a m o 1 1 g s t  t h e  l i r s t  2 0  
c o m p a n i e s  w i t h  t h e  h i g h e s t  m a r k e t  c a p i t a l i z a t i o n  ( N S L  F A C T I 5 0 0 K .  2 0 0 - J . ) .  I t  \ \ a s  l ( n l l l d  t h < t t  
t h e  s i n g l e  m 0 s t  s i g n i l i c a n t  v a r i a b l e  d r i \  i n g  b a n k  p e r f o r m a n c e  i s  l i q u i d i t y ' '  h i l c  ' a r i a b l c s  s u c h  a s  
t o t a l  b a n k  a s s e t s  a n d  b a n k  s i z e  h a d  r e l a t i v e l y  i n s i g n i l i c a n t  i m p a c t  o n  h a n k  p e t · f m m a t l c e .  T h e  
d i f f e r e n t i a l  i n t e r c e p t  d u m m y  \ \ h i c h  m e a s u r e s  t h e  d i f f e r e n t i a l  i m p a c t s  o f  C . \  O i l  p r o l i t a b i l i t : -
a c r o s s  ' ' e a k  a n d  s t r o n g  b a n k s  s h O \ \ S  t h a t  t h e  i m p a c t  o f  c a p i t a l  a d e q u a c y  o n  · b ; m k  p c r l ( m n a n c c  i s  
s t m n g e r  f o r  \ \ c a k  b a n k s  t h a n  f o r  s t r o n g  l x m k s .  T h i s  r e s u l t  i s  i n t e r e s t i n g  a s  i t  s u p p o r t s  t h e  r e a s o n s  
a d d u c e d  f o r  t h e  2 0 0 4  b a n k  c o n s o l i d a t i o n  a n d  r e c a p i t a l i z a t i o n  i n  N i g e r i a .  t h a t  b a n k s  i n  N i g e r i a  
\ \ C r e  p r o n e  t o  p e r s i s t e n t  i l l i q u i d i t y  p r o b l e m .  \ \ C a k  c o r p o r a t e  g o \ e r n a n c e .  p o o r  a s s e t s  q u a l i t y .  
i n s i d e r  a b u s e .  w e a k  c a p i t a l  b a s e  a n d  u n p r o l i t a b l c  b u s i n e s s  ( A b d u l l a h .  a n d  A b - M a n a n .  2 0 0 5 ) .  T h e  
s t u d y  c o n c l u d e s  t h a t  t h e  r a i s i n g  o f  t h e  b a n k  c a p i t a l  b a s e  l l · o m  N 2  b i l l i o n  t o  N 2 5  b i l l i o n  b y  e n d  o f  
2 0 0 5  \ \ a s  a  s t e p  i n  t h e  r i g h t  d i r e c t i o n  t o  t r a n s f o r m  t h e  b a n k i n g  s e c t o r  a n d  s t r e n g t h e n  t h e  c o u t l t r )  · s  
o \ · e r a  I I  c c o n o m  i c  s t a b i  I  i t y  h O \ \  e v e r .  t h e  s t u d y  s u g g e s t s  a n  c l l e c t  i '  e  r e g u l  a t ( ) r y  l i · a t n e \ \  o t · k  i n  t h e  
m a n a g e m e n t  o f  l i q u i d i t )  a n d  i n  e n s u r i n g  t h a t  b a n k s  d e v e l o p ·  i n d i g e n o u s  i n i t i ; t t i \ e  a p p r o a c h  t o  
f o r e c a s t i n g  t h e i r  c a p i t a l  p o s i t i o n  i n t o  t h e  f u t u r e .  T h i s  ' ' i l l  h e l p  b a n k s  t o  u n d e r s t a n d  t h e  
u n d e r l i n i n g  p r o c e s s e s  a n d  d y n a m i s m  o f  i t s  i n d u s t r y  a s  \ \ e l l  a s  o b t a i n i n g  a c c u r a t e  a n d  r e l i a b l e  
p r e d i c t i o n s  o f  t h e i r  c a p i t a l  n e e d s .  T h e  b a s i c  l i m i t a t i o n  o f  t h i s  s t u d y  i s  t h a t  i t  f o c u s e d  b a s i c a l l y  o n  
t h e  p r e  c o n s o l i d a t i o n  e r a  \ \ h e r e  t h e  c o u n t r y  h a d  o v e r  8 9  b a n k s .  M o s t  o f  t h e  b a n k s  e : - ; a m i n e d  i n  t h e  
s t u d y  h a v e  e i t h e r  m e r g e d  \ \ i t h  o t h e r  b a n k s  o r  d i s t r e s s e d .  A  f u t u r e  r e s e a r c h  s t u d y  i s  r e q u i r e d  t o  
e : - ; a m i n c  b a n k  p e r f o r m a n c e  i n  t h e  p o s t  c o n s o l i d a t i o n  e r a .  
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Appendix 1 
CBN report with Relation to distress banks, Loss sustained on account of fraud and 
forgeries and Gross domestic product. 
Year No of Ratio of non- Amount Total deposit Loss sustained Gross 
distressed performing required of on domestic 
banks loans and for distressed accOunt of product 
advances recapitalization banks fraud and 
on (N billion) ( N billion) forgeries 
(N billion) 
1990 9 73 2.00 6.40 0.80 90342.1 
- - -
1991 8 77 2.40 2.60 0.39 94614.1 
1992 16 75 5.50 15.90 0.41 97431.1 
1993 33 63 13.60 20.80 1.42 100015.2 
1994 55 65 23.40 41.60 3.40 I 01330.0 
1995 60 69 30.50 42.60 1.0 I 103510.0 
1996 50 75 43.90 48.00 1.60 I 07020.0 
--
1997 47 82 42.80 31.20 8.78 II 0400.0 
1998 40 73 39.50 23.10 7.75 112950.0 
1999 35 75 27.60 21.90 6.45 116400.0 
-- ·-1--
2000 5 70 12.30 6.23 10.11 120640.0 
2001 3 71 9.50 4.20 6.75 125351.0 
Sources: N Igcrian Deposit Insurance Corporation and Central Bank of N I gena 2004. 
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